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Estate Planning under 1958 Tax Law 
BY RALPH H. DOBBINS 
Partner, Hilo, Hawaii Office 
Presented before the Hawaii Estate Plan-
ning Council, Hilo, Hawaii — January 1959 
A s members of the Estate Planning team, we must always be alert 
to finding ways of providing the greatest possible income and 
protection for the family as a whole. 
On September 2, 1958, President Eisenhower signed Public Law 
85-866 also known as "The Technical Amendments Act of 1958" and 
"The Small Business Tax Revision Act of 1958." Both of these acts 
were combined in a single Act. This new legislation has caused more 
excitement taxwise than anything that has happened since the re-
vision of the Internal Revenue Code of 1954. 
The Technical Amendments Act of 1958 grants a full deduction 
for losses on the sale, or exchange, or worthlessness, of stock in a 
small-business investment company operating under the "Small Busi-
ness Investment Act of 1958." It also grants full deduction to such 
companies for losses on convertible debentures, including stock re-
ceived on conversion, and a 100 per cent dividend-received deduction. 
The Technical Amendments Act of 1958 was given this name 
because its purpose was to correct unintended benefits and unjust 
hardships. This new legislation relates to all taxpayers—some parts 
of it only to corporations, some to trusts and estates, and some only 
to individuals. It does not lower tax rates but does provide tax cuts 
for many and possible refunds for others. 
Let me say here that it is impossible to mention in the time al-
lowed to me all the possibilities afforded the Estate Planner. A t the 
request of our President, I would like to confine my remarks to two 
provisions of the new law of special interest to us and, in concluding, 
to review certain proposed changes not enacted into law, and there-
fore remaining valuable in estate planning. The two sections of the 
new law I would like to discuss with you are: 
• Subchapter S 
• Instalment payment of Estate Tax on a closely held business 
interest 
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SUBCHAPTER S 
Wherever tax practitioners gather these days, the major topic 
of conversation seems to be Subchapter S of the new law—the election 
applicable to small-business corporations not to be taxable as cor-
porations. The provisions of this new section of the Code are of 
interest to the Estate Planner because the corporate form of business 
offers advantages in estate planning not available under a sole pro-
prietorship or partnership. In our prior meetings, it has been pointed 
out that interests in a corporate business may be divided among 
members of the family by giving them shares of stock in the corpo-
ration. Furthermore, stock owned at death is easily handled by 
directing its disposition under the will . 
This new section of the law permits individual owners to in-
corporate and thus enjoy the benefits of a pension or profit-sharing 
plan, and to be eligible for fringe benefits such as deductible medical 
expenses, health and accident insurance, and group life insurance 
they could not enjoy under a sole proprietorship or partnership. Once 
the owners of the business are employees of the corporation they can 
pay their medical costs and those of their families from corporate 
funds, assuring full deduction of entire medical bills without the 3 
per cent limitation or ceiling. The corporation can pay health and 
accident premiums, getting the deductions the individuals could not 
get if they themselves paid the premiums. Also, tax-free compensa-
tion up to $100 weekly could be paid as wage-continuation payments 
to stockholder-employees while sick or injured. 
Of course, sole proprietors or partners could have incorporated 
prior to the enactment of this new law, and thus have become eligible 
to participate in these benefits. The double taxation cost of operating 
as a corporation, however, was often a deterrent. Now it is possible 
to have the advantages without the double taxation cost. 
WHO QUALIFIES 
Special requirements must be met to have a corporation eligible 
to elect not to be taxable as such. The corporation cannot have more 
than 10 stockholders, nor can any stockholder be a non-resident alien, 
a trust, or another corporation. Only one class of stock in the cor-
poration is permitted. The corporation cannot have more than 80 
per cent of its gross receipts from foreign sources; and it cannot 
have more than 20 per cent of its gross receipts from interest, divi-
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dends, rents, royalties, annuities, and capital gains from securities 
or stock. This last provision eliminates a lot of real-estate and invest-
ment-type businesses. 
HOW TO MAKE THE ELECTION 
To take advantage of this tax-saving opportunity, a timely elec-
tion as prescribed by the regulations must be made. The election is 
made on Form 2553 or the information called for in that form can 
be submitted in a statement. The election has to be signed by the 
person or persons authorized to sign tax returns for the corporation. 
A l l stockholders must consent to the election for 1958 or later tax 
year which includes the enactment date (September 2, 1958) before 
the earlier of December 2, 1958 or the last day of the tax year. Elec-
tion for subsequent tax years must be made in the last month of the 
preceding year or in the first month of the electing year. No new 
election may be made without the Commissioner's consent before the 
fifth year after revocation or termination of a prior election. Attached 
to the election should be the consent of all the stockholders showing 
the number of shares owned by each, and the dates the stock was 
acquired. 
ADVANTAGES 
Let us recapitulate and examine the benefits more closely. 
• Losses are deductible by the stockholders as though members 
of a partnership. 
• Corporate profits are not subject to double taxation. A n electing 
corporation pays no tax. Each stockholder picks up his pro-
rata share of the corporation's income on his own tax return. 
• Corporate long-term capital gains are also passed through as 
such; by the stockholders therefore, only one capital gains 
tax is paid. 
• The stockholders, if they become corporate employees, can 
enjoy various fringe benefits not available to them as owners 
of an unincorporated business. 
a. Pension and profit-sharing—This allows the business owners 
a tax deduction for amounts put aside for retirement and lets 
such amounts accumulate free of income taxes. If paid to their 
beneficiaries as death benefits, the amounts also escape estate 
taxes. 
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b. Deduction of all medical expenses—The corporation can de-
duct payments made to its stockholder-employees for all their 
medical costs (including their families' medical costs). This 
gives the business owners a 100 per cent deduction, unaffected 
by the 3 per cent medical expense limitation and the ceilings 
on total medical expense deductions. 
c. Tax-free sick pay—Up to $100 a week tax-free can be paid to 
each stockholder-employee for time lost from work because 
of sickness (after 7-day waiting period) or injury or hospital-
ization. 
d. Free health and accident insurance—Premiums paid by the 
employers for employees' health and accident insurance are 
deductible and do not constitute income to the employees. 
Similar premiums paid by self-employed, unincorporated busi-
ness owners are not deductible. 
e. Free life insurance—If the corporation takes out group term 
life insurance for its employees, the corporation gets a deduc-
tion for the premiums; the amounts of the premiums are not 
reportable as income to employees, who in addition can name 
their own beneficiaries. Owners of unincorporated businesses 
cannot deduct the premiums paid on policies insuring their 
own lives. 
In connection with any planning under Subchapter S, considera-
tion must be given to the following: 
• Splitting income among family members will be easier than 
in a partnership. The Secretary or his delegate, however, 
would have the power here, as in family partnerships, to 
reallocate income among family members in cases of inade-
quate compensation to a member for his services. 
• Undistributed taxable income should be distributed to the ex-
tent possible before termination of the corporation's election. 
Any such income not distributed at termination is not subse-
quently available for tax-free distribution unless and until 
all current or accumulated earnings and profits of the cor-
poration have been distributed. Even new election after ter-
mination does not release the undistributed taxable income. 
• A gift of stock late in the corporation's taxable year can shift 
the tax incidence on any undistributed taxable income for 
such year to the donee. Any undistributed taxable income 
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previously taxed to the donor (or to any other transferor), 
however, could not subsequently be distributed tax-free to 
anyone, because any transferee would not be the stockholder 
in whose gross income such amounts had been included. 
• An election by the corporation does not destroy the benefits 
accruing to stockholders from corporate operation. The ones 
that are employees would still be eligible for the fringe bene-
fits not available to a sole proprietor or members of a part-
nership. A n electing corporation can adopt a fiscal year of its 
own choosing. This fact, coupled with the taxation of (1) 
its distributions of current earnings in the taxable year of 
the shareholder according to the year in which such distribu-
tions are received and (2) undistributed earnings in the 
shareholder's year during which the corporation's year ends, 
provides considerable flexibility in controlling the timing of 
shareholders' taxable income. Further, personal services are 
not included among the personal holding-company types of 
income that could terminate an election. 
• Collapsible corporation status could be avoided in appropriate 
instances where capital assets constitute the collapsible assets 
and the new more liberal rules discussed elsewhere concern-
ing capital assets in collapsible corporations could not be 
met. 
• An anticipated unusual capital gain in a year might justify 
election by the corporation for that year followed by revoca-
tion for the next year. Similarly, an anticipated unusual 
ordinary loss in a year might justify a one-year election. 
• Corporate operating losses in years before election or between 
elections cannot be carried over and used by the shareholders, 
and would also be lost to the corporation by the passage of 
time or through being offset against income of the corpora-
tion during years an election was in effect despite the fact 
that such income was taxed to the shareholders. Capital 
losses, however, whenever incurred, though not available as 
deductions to shareholders, can be carried over to be offset 
against capital gains of the corporation within the regular 
capital loss carryover time limits. 
• Election might be made after the corporation had reached its 
maximum permissible $100,000 earnings' accumulation where 
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the combined corporate regular and penalty surtax rates 
would exceed the individual stockholders' rates. 
• A corporation might be formed to deal in real estate and make 
an election under the new Subchapter in situations where in-
dividuals could not afford to be dealers in real estate because 
of real estate subdivision sales otherwise qualifying for cap-
ital gains under Code Section 1237 or because of other invest-
ment-type real estate holdings the status of which might be 
affected by individual real estate activities. 
I N S T A L M E N T P A Y M E N T OF ESTATE T A X ON C L O S E L Y 
H E L D BUSINESS INTEREST 
New Section 6166 was added to the Internal Revenue Code to 
prevent the liquidation of certain small businesses, or the forced sale 
of substantial interests therein, for the purpose of providing funds for 
the payment of Federal estate taxes on the estates of United States 
citizens or residents. If a qualifying decedent's estate includes an 
interest in a single closely held business which constitutes more than 
thirty-five per cent in value of the gross estate or more than fifty per 
cent in value of the taxable estate, the executor may elect to pay a 
portion of the estate tax in as many as ten equal annual instalments. 
The portion that may be paid in instalments is an amount which bears 
the same ratio to the total estate tax (less credits) as the value of 
the business interest bears to the value of the gross estate. A prefer-
ential interest rate of four per cent is accorded to qualifying instal-
ments instead of the normal six per cent rate. 
The definition of "an interest in a single closely held business" 
is not restricted as to type of ownership. A n interest as a partner 
or as a stockholder can qualify within limitations, as well as a sole 
proprietor's interest in his business. For a partnership interest to 
qualify, either (1) the partnership must have had not more than ten 
partners, or (2) at least twenty per cent of the total capital interest 
must have been included in the decedent's gross estate. For a stock-
holding interest to qualify, either (1) the corporation must have had 
not more than ten stockholders, or (2) at least twenty per cent in 
value of the voting stock of the corporation must have been included 
in the decedent's gross estate. Such conditions are to be applied as 
of the moment immediately preceding the decedent's death. Two or 
more closely held business interests may be aggregated as if consti-
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tuting a single interest provided the value of each such interest is 
more than fifty per cent of the total values of the respective businesses. 
The instalment election privilege will be terminated by exceed-
ing the limits set on disposition of qualifying business interests or 
withdrawals from the business concerned. Dispositions of qualifying 
business interests cannot exceed fifty per cent of their value; and 
withdrawals with respect to qualifying interests, excluding stock re-
demptions for, and used in, payment of estate taxes, cannot exceed 
fifty per cent of the value of the trade or business in which such 
interest is held. 
The provisions of the new Section are applicable to estates of 
decedents dying after August 16, 1954. If, however, the time for filing 
the estate tax return (including extensions) expired before Sepember 
2, 1958, the instalment privilege is applicable only with respect to de-
ficiencies assessed after that date. Elections generally are to be made 
by the time prescribed for filing the estate tax return (including ex-
tensions) and, in the case of subsequent deficiencies on returns due 
to be filed before September 2, 1958, within sixty days after issuance 
of notice and demand. 
Individuals making estate plans should consider these points: 
• Adjustments of ownership in and among various enterprises 
should be carefully planned. In some cases, slight changes 
in ownership percentages or in the number of owners could 
qualify a previously disqualified business interest, while other 
changes could effect an opposite result. 
• The qualification of a business interest relates to the percentage 
includible in the individual's estate rather than to the per-
centage owned. 
• The qualification of a partnership interest relates to the per-
centage of the capital interest of the partner rather than to 
his profits interest. 
Executors should keep these further points in mind: 
• In case of default on a single payment, all unpaid instalments 
become due and payable upon issuance of notice and demand. 
• Any undistributed net income for the fifth and subsequent tax-
able years of the estate must be applied against the unpaid 
portion of the tax payable in instalments. 
• Transfers to persons entitled under the decedent's wil l or by 
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the applicable law of descent and distribution do not con-
stitute proscribed dispositions. 
• The rules for application of the Section, including several not 
discussed here, are rather technical and should be carefully 
considered in a given situation. 
PROPOSED CHANGES NOT E N A C T E D INTO L A W A N D 
T H E R E F O R E REMAINING OF V A L U E IN ESTATE P L A N N I N G 
Besides the provisions enacted into law, many proposals were 
considered and rejected and therefore remain valuable to estate plan-
ning. 
• Estate tax on insurance—The 1954 Code threw out the pre-
mium payment test of the prior law. Insurance proceeds are 
not included in the gross estate solely because the insured 
paid the premiums. The proposal to restore a premium pay-
ment rule in a mild form was rejected. So we can still trans-
fer insurance policies to the ownership of someone other than 
the insured and exempt the proceeds from estate tax. 
• Sale of the life interest—A life tenant may sell his interest to 
the remainderman. The effect is to convert ordinary income 
into capital gain. This proposal was held for further study. 
• Multiple trust—Multiple trust with the same beneficiary is a 
source of tax avoidance. The proposal to change this was 
held for further study. 
• Loans to carry life insurance—The present law denies an in-
terest deduction on loans to purchase or carry a life insurance 
or annuity contract where substantially all of the premiums 
are paid within the first four years. Where this does not 
apply, the deduction for interest on loans to finance such 
contracts can substantially reduce the cost, or in some cases, 
even result in an after-tax profit. The proposal was held for 
further study with possible solution being to deny interest 
deductions on all such loans. 
• Short-term charitable trust—Presently the income of a short-
term trust for charity is not taxable to the grantor if the 
trust term is at least two years. A proposal that the term 
be extended to at least ten years was never introduced. So 
it is still possible to save annually on income taxes by giving 
income to charity for a period of years and thus transfer the 
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future ownership of the property to members of your family 
at a reduced gift tax cost, which can be substantially financed 
by income tax savings. 
• Trust remainders to related persons—Under the present law, 
no charitable deduction is allowed if the grantor has a re-
visionary interest worth more than 5 per cent of trust corpus 
at the time of creation. The proposal would also deny de-
duction if the grantor's spouse, descendants, or ancestors, (or 
other related persons, such as his more than 50 per cent 
controlled corporation) had a more than 5 per cent remainder 
interest. This proposal was also rejected. 
In conclusion, let us remind ourselves that the new law requires 
much study and until such time as we can examine the Regulations, 
we must weigh each step. I have attempted to point out areas that 
require consideration; however, they cannot be considered all-in-
clusive. 
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